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ABSTRACT 
Retained Earnings are the principal source of funds 
for growth in many corporations. Consequently, it is 
important that these earnings should be managed wisely and 
efficiently. The most formidable obstacle to the 
achievement of this goal is the problem of dividend policy. 
Dividends come out of retained earnings and they represent 
the tangible, present return sto the owners on the funds 
they have committed to the business. It is understandable, 
therefore, that many stockholders expect a generous return 
when their companies enjoy profitable operations. 
The conflict between stockholders‘ desire for 
substantial dividends and managements• wishes to reinvest 
earnings is at the heart of the problem of establishing 
dividend policies. The changes in the payout ratio have 
had a significant effect not only on the current income of 
stockholders, but also on the value of corporate 
securities, total investment, and the itiacroeconomic growth 
and stability. Most corporations try to steer a middle 
course between these opposing interests, usually with the 
result that each of the interested parties is only 
partially satisfied. Nevertheless, it is a dilemma from 
which there is no escape and how companies cope with it is 
the subject of this MBA Project. 
• 
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This study investigates the cash dividend policies and 
practices for Hong Kong firms. Both the principal 
considerations and minor constraints for cash dividend 
policies are investigated. The findings suggest that the 
principal considerations in dividend decisions are earnings 
record and future prospects, continuity or regularity of 
dividend payments, cash position for both present and 
future needs and stability of rate per share. Other minor 
constraints are the need to reduce debt or to make up a 
deficit. The empirical findings suggest that in addition 
to the current earnings, the lagged dividend payment in the 
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The research problem is to study the corporate 
dividend policy and the factors affecting corporate 
dividends for Hong Kong market. It is worthwhile to study 
the problem because changes in dividend payments of a 
corporation have both significant effects on corporate 
saving and measured individual income distribution. 
The first important consequence of changes in dividend 
payments is their effect on corporate saving. Corporate 
saving, an important source of corporate liquidity and 
investment potential, is inversely related to changes in 
dividend policy. The second consequence is the effect on 
changes in measured degree of inequality of individual 
incomes.1 The other important consequences of changing 
dividend policy might be a restriction of dividends in an 
inflationary period that causes difficulties for some 
individuals dependent on the income from equities. 
In the United States, there were number of studies of 
corporate dividend policy that started with Lintner‘s 
iFor details, see Brittain, John A., "Corporate 
Dividend Policy", Studies of Government Finance. The 
Brookings Institution, Washington, D.C. 
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partial adjustment model, but for Hong Kong market, there 
is no consolidated result on such research topic. 
1•1 Dividends Come in Many Forms 
Most companies pay dividends in the form of cash. In 
Hong Kong, regular cash dividends are usually paid 
semiannually. In addition to regular dividends, sometimes 
companies pay an extra dividend. In such case, investors 
understand that the extra dividend may not be repeated. 
Finally, if a special dividend is paid, it tends to be 
reserved specifically for payments that are unlikely to be 
repeated. 
Dividends are paid out of retained earnings. In cases 
where all retained earnings are used up and no funds are 
needed for the protection of creditors, the company might 
be permitted to pay a liquidating dividend. 
Dividends are not always in the form of cash. Rarely 
they might come out as property dividends. Sometimes 
companies declare scrip or stock dividends. Distributions 
of shares of stock -- stock dividends and stock splits --
are very much alike. Both reduce value per share, other 
things equal. Neither makes anyone better off in theory. 
The distinction between two is only a technical one -- a 
stock dividend is shown in the accounts as a transfer from 
retained earnings to equity capital, whereas a split is 
shown as a reduction in the par value of each share. While 
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very small distributions are clearly stock dividends, and 
very large distributions are usually designated as stock 
splits, there may be some confusion about categorizing 
intermediate-sized distributions as either dividends or 
splits. Small distributions are usually intended as a 
supplement to or a substitute for a cash dividend, hence 
they are classified as dividends while relatively large 
distributions are usually made for the purpose of 
increasing the number of shares outstanding, and are 
considered as splits. Such large distributions are usually 
made without any accompanying cash dividend. 
1.2 How Do Companies Decide on Dividend Payments ？ 
A firm's decisions about dividends are often mixed up 
with other financing and investment decisions. Some firms 
pay low dividends because management is optimistic about 
the firm's future and wishes to retain earnings for 
expansion. In this case, the dividend is a by-product of 
the firm's capital budget decision. Another firm might 
finance capital expenditures largely by borrowing. This 
releases cash for dividends. In this case, the firm‘s 
dividend is a by-product of the borrowing decision. 
1.3 Limitation on Dividend Payments 
Companies that have large amounts of long-term debt 
outstanding might be confronted by provisions in the loan 
agreements or bond indentures that limit in some way the 
firm‘s freedom of action in declaring and paying dividends 
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to stockholders. These provisions are demanded by the 
lenders as protection against a downturn in the borrowing 
company‘s fortunes. One such limitation that is commonly 
found is a provision that freezes the balance of the 
borrower‘s retained earnings account at time the loan is 
made so that dividends can only be paid out of earnings 
subsequent to the date of the loan. Another requirements 
might be certain minimum working capital standards which 
could limit the funds available to pay a dividend even 
though retained earnings might otherwise be sufficient. 
In some countries, there are some legal limitations on 
dividends. In the United States, state law helps to 
protect the company‘s creditors against excessive dividend 
payments. Most states prohibit a company from paying 
dividends if doing so would make the company insolvent. In 
addition, state law distinguishes between a company's 
"legal" (or "stated") capital and "surplus". Legal capital 
generally consists of the par value of all outstanding 
shares； where there is no par value, it consists of part or 
all the receipts from the issue of shares. Surplus is what 
remains after legal capital is subtracted from book net 
worth. Companies are allowed to pay a dividend out of 
surplus but may not distribute legal capital. The laws 
restricting payment of legal capital give most corporations 
a large degree of flexibility in deciding what to pay out, 
but they help prevent unscrupulous firms from escaping 
their creditors. 
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In Hong Kong, dividends may not be paid out of 
capital, but may be paid out of current year‘s profits 
without first making good prior year losses. There is no 
distinction between realized and unrealized profit, and so 
dividends are sometimes paid out of revaluation reserves 
although this is not considered best practice. There are 
no requirements to make transfers to reserves before paying 
dividends, which may be paid in cash, scrip or kind 
1.4 The Analytical Approach 
Given the background in sub-sections 1.1 to 1.3, the 
primary objective of the study is to isolate the major 
determinants of corporate dividend policy for Hong Kong 
f i r m s T h e relationship between dividend payments and 
corporate earnings may vary from time to time. These 
changes in pay out ratio have a significant effect not only 
on the current income of stockholders, but also on the 
value of corporate securities, total investment, and the 
economic growth and stability. The goal of this project is 
to determine the principal considerations and other 
constraints for dividend decisions and by implication, the 
corporate dividend policy in Hong Kong. 
^Harrison, Matthew, Asia-Pacific Securities Markets. 
Longman: 1991, p242. For details, see Company Ordinance. 
^Virtually all Hong Kong-listed companies are run by 
family groups that own a controlling interest in the 
company Is shares. An exception to this is the Hongkong 
Bank whose articles restrict a single shareholder from 
owning more than one percent of all issued shares. 
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The remainder of the project is organized as follows. 
In Chapter II some stylized facts and theories concerning 
dividends are discussed. Chapter III is concerned with the 
description of data sample and methodology. Chapter IV 
presents the survey and empirical results while Chapter V 
concludes the project. 
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CHAPTER I I 
EMPIRICAL LITERATURE REVIEW 
2.1 Lintner‘s Model 
One of the earliest and most important studies was 
John Lintner's studies [1956]. He conducted a classical 
series of interviews with corporate managers about their 
dividend policies. The studies concentrated on dividend 
practices on an individual basis. Several features of 
central important policies of the sample group stand out 
clearly. Some common characteristics of the firms were 
summarized as follow 
1) Managers believed that firms should have some 
long-term target payout ratio. 
2) In setting dividends, they focused on the change 
in existing payout, not on the level. 
3) A major unanticipated and nontransitory change in 
earnings would be an important reason to change 
dividends. 
4) Most managers tried to avoid making changes in 
dividends that stood a good chance of being 
reversed in subsequent periods. 
To decide how much dividend should be paid, with few 
exceptions, companies would first consider whether the 
參 
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existing rate of payment should be changed. There was no 
instance in which the question of how much should be paid 
in a given period was considered, rather there would be 
serious consideration of the question of how large the 
change in dividend payments should be after management had 
satisfied itself that a change in the existing rate would 
be positively desired. Even then, the companies• existing 
dividend rate continued to be a central bench mark for the 
problem in management‘s viewpoint. Hence, the dependent 
variable in the decision-making process is the change in 
the existing rate, but not the amount of the newly 
established rate as such. 
2.1.1 Stability of Dividend Rate 
It was equally clear that these elements of inertia 
and conservatism -- and the belief on the part of many 
managements that most stockholders prefer a reasonably 
stable rate and that the market puts a premium on stability 
or gradual growth in rate ——were strong enough that most 
management sought to avoid making changes in their dividend 
rates that might have to be reversed within a year or so. 
This conservatism and effort to avoid erratic changes in 
rates generally resulted in the development of reasonably 
consistent patterns of behavior in dividend decisions. The 
principal device used to achieve this consistent pattern 
was a practice or policy of changing dividends in any given 
year by only part of the amounts which were indicated by 
changes in current figures. Further partial adjustments in 
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dividend rates were then made in subsequent years if still 
warranted. This policy of progressive, continuing "partial 
adaptation" tends to stabilize dividend distributions and 
provides a consistency in the pattern of dividend action 
which helps to minimize adverse stockholder reactions. At 
the same time it enables management to live more 
comfortably with its unavoidable uncertainties regarding 
future developments. 
2.1.2 Stockholders‘ Needs and Expectation 
In the context of such a decision-making process 
revealed in Lintner丨s study, it was obvious that any reason 
which would lead management to decide to change an existing 
rate and any reason which would be an important 
consideration in determining the amount of the change had 
to seem prudent and convincing to officers and directors 
themselves and had to be of a character which provided 
strong motivations to management. Generally, most officers 
and directors believed that their stockholders had a 
proprietary interest in earnings, and many urged the 
stockholders‘ special interest in getting earnings in 
dividends, subject to their interest in regularity of 
payment. The management also believed that their fiduciary 
responsibilities and standards of fairness required them to 
distribute part of any substantial increase in earnings to 
the stockholders in dividends. Similarly, managements felt 
that it was both prudent for dividends to the shareholders 
to reflect some part of any substantial or continued 
« 
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decline in earnings, and that under these circumstances 
stockholders would understand and accept the cut. 
2.1.3 Earnings 
Almost for every company in the Lintner‘s sample, 
major changes in earnings or levels of earnings "out of 
line" with existing dividend rates were the most important 
determinants of the company‘s dividend decisions. In 
particular, the level of current earnings was almost 
invariably the starting point in management•s consideration 
of whether dividends should be changed. Earnings were 
always present as a major factor and most generally 
dominated the decision whether or not to change the rate, 
even when the discussions ranged over a number of other 
considerations. 
2.1.4 Principal Considerations in Dividend Decisions 
The different target pay-out ratios and adjustment 
rates in the various companies reflected a large number of 
different factors in the companies‘ experience, objectives, 
and pattern of operations. Among the more important 
factors were: the growth prospects of the industry and more 
importantly, the growth and earnings prospects of the 
particular company； the average cyclical movement of 
investment opportunities, working capital requirements and 
internal fund flows; the relative importance attached by 
management to longer term capital gains as compared with 
current dividend income for its stockholders, and 
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management‘s views of its stockholders * preference between 
reasonably stable or fluctuating dividend rates, and its 
judgement of the size and importance of any premium the 
market might put on stability or stable growth in the 
dividend rate； the normal pay-outs and speeds of adjustment 
of competitive companies or those whose securities were 
close substitutes investmentwise； the financial strength of 
the company, its access to the capital market on favorable 
terms, and company ^policies with respect to the use of 
outside debt and new equity issues; and management * s 
confidence in the soundness of earnings figures as reported 
by its accounting department, and its confidence in its 
budgets and projections of future sales, profits, and so 
on. 
2.1.5 Partial Adjustment Model 
The dominant patterns of decision making with respect 
to dividends which Lintner observed was readily embodied in 
a simple theoretical model of corporate financial policy 
which can be subjected to statistical testing. Hypothesis 
was suggested that the strong central tendencies of most 
dividend decisions can be readily explained on the basis of 
the following equation: 
(1) ad., = + - Dit-1) + 
where D*.^  = r-P-^ . and r is the target pay-out ratio, P^ is 
> the current year's profits after taxes, D.^  and are the 
amounts of dividends paid in the years identified by the 
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dating subscripts t. The subscript i identifies the 
individual company and D*-^  represents the dividends which 
the company would have paid in the current year if its 
dividend were based simply on its fixed target pay-out 
ratio r. applied to current profits. The parameter 6. 
indicates the fraction of the difference between this 
"target" dividend D*.^ .^ , and the actual payment made in the 
preceding year , which the company will intend on the 
average to reflect in its current year‘s dividend as an 
increase (or decrease) from the previous year•s payment. 
The constant a will be zero for some companies but will 
generally be positive to reflect the greater reluctance to 
reduce than to raise dividends which was commonly observed 
as well as the influence of the specific desire for a 
gradual growth in dividend payments. The variable u 
represents the discrepancy between the observed change ADit 
,and that expected on the basis of other terms in the 
equation. It will absorb discrepancies due to each 
company's preference for dividend rates in rounded units 
per share, as well as the impact of all other 
considerations insofar as they are not systematically 
reflected in the values assigned to the two parameters 
and r. and the constant term, which is in the nature of a 
trend factor. The equation (1) may readily converted into 
(2) Dit = a. + Vit + -^Dit-1 + Mit 
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where = S.r. and T- = l-S., without affecting the error 
term. This is the equation Lintner suggested and used in 
a previous study with excellent correlations, random 
residuals and highly significant regression coefficients 
over the entire period, 1931-51, and all major subgroups of 
years. 
The partial adjustment model developed by Lintner had 
an average error (algebraic, absolute and root-mean-square) 
lower than those estimates based upon profits alone, or 
current and lagged profits and surplus as proposed by 
Tinbergen and Modigliani [1949] or with the addition of 
surplus to the profit-lagged-dividend model. Dobrovolsky‘s 
basic model [1951] relating the dividend return on book 
value to reported earnings on book value of net worth also 
yields estimates with higher absolute and root-mean-square 
errors than Lintner‘s model. 
2•2 Fama and Babiak's Empirical Analysis on Dividend 
Policy 
Starting with the "partial adjustment model" suggested 
by Lintner [1956], Eugene F. Fama and Harvey Babiak [1968] 
examined the dividend policies of individual firms. The 
J 
Lintner model, in which the change in dividends from year 
t-1 to year t is regressed on a constant, the level of 
dividends for t-1, and the level of profits for t, explains 
dividend changes for individual firms fairly well relative 
to other models tested. 
• n. 
14 
E.F. Fama and H. Babiak began to examine the Equation 
(2) as a description of the dividend behavior of firms. 
The following was concerned and tested particularly, 
1) a lagged dependent variable as an explanatory 
variable D.^ .^ , 
2) determination of the appropriate measure of 
profits; and finally, 
3) whether the intercept in Equation (2) is zero or 
close to it. 
In addition to Lintner's model, a new regression 
equation was proposed 
(3) AD., = a】.+ B-P-, + -^Dit-i + /^it 
where A.^  is depreciation per share. In particular model 
the profit variable P.^  is net income whereas for the other 
modelf it is cash flow (net income plus depreciation)• In 
some models, the depreciation variable A-^  is suppressed, 
and in other model, the constant term a. is also suppressed. 
For all models, both lagged dividends and some measure 
of current profits are important variables in explaining 
dividend changes, but the profit variable is more 
statistically significant as net income compared with cash 
flow. For the constant term, Lintner argues that a 
constant term (expected to be positive) should be included 
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in the Equation (2) to reflect the greater reluctance to 
reduce than to raise dividends which was commonly observed 
as well as the influence of the specific desire for a 
gradual growth in dividend payments. However, Fama and 
Babiak•s empirical tests suggest that for a majority of 
firms, models with constant suppressed provide better 
predictions of dividend changes than models which the value 
of the constant is left completely free. After having a 
brief review on the studies of the U.S. market, let us have 
some review on the works of the Hong Kong market. 
2•3 Empirical Results for the Hong Kong Market 
An evaluation of dividend policy for Hong Kong utility 
companies was undertaken in 1969 
There were four common practices for the companies: 
regular cash dividends; regular and extra cash dividends； 
irregular cash dividends； and finally regular and stock 
dividends. 
Generally there is tendency for the dividend payments 
to lag behind earnings because of management‘s reluctance 
to change and the uncertainty to maintain the present level 
of profit. 
4"An Evaluation of Dividend Policy and Rate of Return 
for Hong Kong Public Utility Companies", Master thesis, 
CUHK, June 17th 1969. 
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Except Kowloon Motor Bus, all utility companies had a 
policy of paying regular cash dividend with varied payout 
ratio. Eight out of ten sample utility companies indicated 
that their policy is to maintain a relatively stable cash 
dividend payments. The reason for similar dividend policy 
for these utility companies might be due to the interlock 
of directorship； some individuals even held three or more 
directorship at the same time. 
Bonus share issue is the other common practice for 
these companies especially when retained earnings become 
considerably large, part of the profit is capitalized as 
permanent capital. Bonus issue changes the equity 
structure of the corporation, but the same owners remain to 
claim the same proportion of the same assets. A proper 
market reaction would demand the price of each share drops 
in proportion to the new shares issued. According to the 
literature, in Hong Kong, the relative decrease did not 
occur because the true nature of bonus issue is not well 
understood by the public. Therefore the stockholders can 
receive some abnormal return on their shares. Some people 
might also wonder whether there is abnormal return on their 
shares in cases of changes in dividend pay-out.^ Before 
going to Section III, let us have a brief discussion on 
the dividend controversy. 
^For studies on stock prices reaction to dividend 
announcement, see Petit [1972], Charest [1978], Charest 
[1980], Aharony and Swary [1981], Kwan [1981], Woolridge 
[1982], Divecha and Morse [1983], Benesh, Keown and 
Pinkerton [1984], Dielman and Oppenheimer [1984]. 
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2.4 Miller and Modiqliani‘s Model 
Miller and Modigliani argues that the dividend policy 
is irrelevant to firm value in perfect capital market. 
Their argument for the irrelevance of dividend policy does 
not assume a world of certainty, but an efficient capital 
market. Market efficiency means that the transfers of 
value created by shifts in dividend policy are carried out 
on fair terms. And since the overall value of 
shareholders• equity is unaffected, nobody gains or losses. 
The MScM model makes the following assumptions. 
2.4.1 No Agency Cost 
Conflict of interest does not arise among different 
claimants of the firms, such as managers, stockholders, 
bondholders. There must be full information between the 
management etc. partly due to the assumption of full 
information where actions of agents, such as managers, are 
fully observable, and partly due to the existence of 
enforceable complete contracts between the claimants, there 
is no potential gain and thus no incentive for wealth 
redistributing agency behavior. 
2.4.2 No Tax 
Specifically, there is no tax on corporate or individual 
incomes on shares, no differential taxes between dividends 
and capital gains for individuals, no differential taxes 
between retention and payment of earnings of firms, no 
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deduction, preferences, or progressive tax structures among 
individuals. 
2.4.3 Full Information 
There is no asymmetric information between the 
management and the shareholders, or between the 
shareholders and other claimants of the firm. 
2.4.4 No Transformation Cost 
The individuals can costlessly transform dividends into 
stocks, and vice versa. There is no broker‘s commission on 
the purchase of stocks (converting dividends to stocks), 
nor on the sale of stocks (converting stocks to dividends)• 
Likewise, firms can costlessly substitute external 
financing such as issuance of new shares for internal 
financing via retention. 
2.4.5 Independent Investment and Financing Decisions 
Investment and financing decisions are exogenous to 
the dividend decisions. 
2.4.6 Summary of M&M theory [1961] 
The above assumptions (sub-sections 2.4.1 to 2.4.5) in 
combination produce a unique set of demand and supply 
functions for dividends. The marginal choice for an 
investor is between dividend-paying shares and non-
dividend-paying (or capital gains oriented) shares. Under 
M&M scenerio, the indivdual can freely transform dividends 
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into capital gain income and back without penalty. Thus, 
regardless of the investor * s optimal multiperiod 
consumption plan, his/her demand for dividends is perfectly 
inelastic. Firms, in turn, also face a perfectly elastic 
supply curve. In absence of agency cost, differetial taxes 
and issuance costs on retention versus payout, no firm has 
a preferred pay-out ratio. These imply that dividend 
policy is irrelevant to the firm value. However, with 
"real world" imperfections, the consequences are greatly 
different. 
'•'^''^'urmmmmmmmmim^mmmmmmmmmmmmmmmmammmmmmmi^m^^^^^^^^^^^^ 
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2.4.7 Other Considerations 
Modern business world is not simple. There might be 
cases that some investors do recieve dividends or they 
prefer high dividend yielding shares and some firms do 
pursue a certain dividend policy. Thus, a viable 
alternative model must offer more specific predictions. In 
other words, these alternative models must, in principle, 
be capable of generating empirically testable hypotheses. 
These alternative models include: 1) Pure agency cost, 2) 
Simple tax clienteles, 3) Tax adjusted, 4) Two sided tax, 
5) Supply adjustment, 6) Demand side tax sheltering, 7) 
Agency and/or signaling with personal taxes, 8) Costly 
transformation, 9) Agency signaling taxes and costly 
transformation, 10) Residual, 11) Debt financing and 
taxes.^ 
2•5 The Information Contents of Dividends 
Earnings are important because they tell investors 
something about the true measures of corporate prosperity -
- t h e cash flow and the extent of capital investment 
opportunities. Dividend increases in turn may be important 
mostly as signals of future earnings. 
^For details, see James S. Ang, "Do Dividends Matter ？ 
A Review of Corporate Dividend Theories and Evidence", 
Monograph Series in Fiance and Economics. Solomon Brothers 
Center for the Study of Financial Institutions. 
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Market efficiency means that all information available 
to investors is quickly and accurately impounded in stock 
prices. It does not however imply that fundamental 
information about a company‘s operations or prospects is 
cheaply or easily obtained. Investor therefore seize on 
any clue and this is why stock prices respond to stock 
splits, dividend changes and other actions or announcements 





3•1 Cash Dividend Policy — Considerations and 
Constraints for the Hong Kong Market 
Surveys on Corporate Dividend Policies and Practices 
in recent years are conducted for 270 Hong Kong listed 
companiesin the questionnaire (see Appendix), several 
important questions concerning considerations and 
constraints in making cash dividend policies will be asked. 
The firms are asked whether they have stated policies on 
dividends and who is/are responsible for corporate dividend 
policy. The respondents will be classified by their 
business, their size (by mean of number of employees and 
annual turnover) and their period of quoted status. The 
following principal considerations in dividend decisions 
are particularly stressed: 
1) Earnings record and future prospects 
2) Optimum use of retained earnings 
3) Cash flow, position and future needs 
4) Firm's value/market price of company stock 
5) Continuity or regularity of dividend payments 
6) Stability of rate per share 
^Business Directory of Hona Kong 1991• Current 
Publications Limited, pp737-756. 
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Other influences on dividend decisions are also 
examined. In addition to the foregoing six principal 
considerations that have the greatest impact on corporate 
dividend decisions, there are other constraints though 
relatively rare, can be a serious problem for some 
companies. Here five of these constraints are highlighted: 
1) Need to make up a deficit 
2) Need to reduce debt 
3) Restrictions in loan agreement 
4) Requirements of preferred stock 
5) Competing companies‘ practices 
3.2 Stock Dividends and Stock Splits 
In addition to cash dividend policy, the research 
project also aims to find out whether the Hong Kong firms 
also adopt the other pay-out policies such as stock 
dividends, stock splits, "reverse" stock splits, and 
warrant issues with capital change etc. Researchers have 
long puzzled over the role of stock dividends and stock 
splits. A stock dividend or split increases the number of 
equity shares outstanding but has no effect on 
shareholders丨 proportional ownership of shares. It is 
therefore puzzling that firms engage in these transactions, 
and even more stock prices rise on average when these 
transactions are announced, as Grinblatt, Masulis, and 
Titman [1984] document. This significant positive 
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announcement effects® led Grinblatt, Masulis,, and Titman 
to hypothesize that firms signal information about their 
future earnings or equity values through their split 
decisions. To date, however, this hypothesis has met with 
limited support. Woolridge and Chambers [1983] did an 
investigation of the effects of reverse splits on firm 
value and significant negative excess returns were 
associated with the reverse splits. The unifying theme of 
these studies suggest that any excess returns are due to 
the information content of the split or dividend. Based on 
the past empirical works, the reasons for stock dividends 
can be summarized as follow, 
1) To conserve cash 
2) To stave the company off pressures from 
stockholders for higher rates of regular cash 
dividends 
3) To give something extra and above the regular 
cash dividend as an evidence of stockholders‘ 
participation in excess of the company 
4) To give recognition to the fact that some 
retained earnings have been committed to the 
business 
®In addition, Maureen McNichols and Ajay Dravid [1990] 
found a strong statistical association between announcement 
return and split factor signals, which suggested the 
investors• inferences about firm value do correspond to 
firms丨 split factor choices. 
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5) To reduce the amount of the retained earning that 
has grown disproportionately large in relation to 
the capital contributed by the shareholders 
6) To slow down increases in the market price of a 
share of stock that has become unduly high 
According to Josef Lakonishok and Baruch Lev [1987], 
stock splits are executed by firms that have enjoyed an 
unusual growth in earnings and stock prices. The main 
objective of the split appears to the return of the stock 
price to a "normal range" in wake of unusual period. In 
addition, the findings do not support the claim that stock 
splits improve marketability to the extent that 
marketability is measured by volume of trade. 
In summary, the possible reasons for stock splits are, 
1) To reduce the market price of their shares so as 
to make attractive to potential investors 
2) To broaden the base of shareholders 
3) To increase the trading activity in the stock 
4) To repel take-over attempt 
3•3 Cash Dividend Payment Practices 
After coming across the dividend policies -- cash 
dividend policy and others such as stock dividends and 
stock splits, the project studies the cash dividend payment 
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practices in aggregate basis. The starting point is the 
work of Lintner [1956], extended by Brittain [1966] and 
Fama and Babiak [1968]. Most of Lintner and Brittain's 
empirical work developed to explain dividend decisions 
involved aggregate data. In this paper, Fama and Babiak‘s 
model that was applied to data for individual firms was 
followed. The problem will be approached with three parts 
一 一 a preliminary test on dividends and distributed lag, 
initial tests of the Lintner‘s Model, and finally tests of 
the lag structure of the variables in the Model. 
3.3.1 A Preliminary Test on Dividends and Distributed 
Lags 
Most of the behavioral models are consistent with 
equation (2) imply that the current dividend payment of the 
firm are a distributed lag function of current and past 
earnings. Before examining models that assume specific lag 
structures, it is appropriate to test whether the data lend 
any support to the notion of a lagged response. A 
preliminary test in section Findings will provide a rough 
test of this postulated distributed lag effect. 
3.3.2 Initial Tests of Lintner‘s Model 
The second part of Findings will be the test of 
Lintner's Partial Adjustment Model that will be concerned 
more directly with testing equation (2) as a description of 
the dividend behavior of firms in aggregate basis. The 
27 
paper will place emphasis on the fact that equation (2) 
contains a lagged dependent variable as an explanatory 
variable, and whether the intercept in (2) is zero or close 
to it. 
3.3.3 Tests of the Lag Structure 
Zvi Griliches [1967] suggests that in cases where 
equation (2) may seem appropriate on the basis of behavior 
considerations, the underlying lag structure which (2) 
implies can be tested against a wide range of alternatives 
simply by comparing the results obtained when (2) is 
applied to data with those obtained from estimating 
equations involving additional lagged values of one or both 




4.1 Cash Dividend Policy — Considerations and 
Constraints for Hong Kong Market 
4.1.1 Background Information 
This report is made possible through the cooperation 
of 33 firms of the 270 mailed listed companies in Hong 
Kong. Here group statistics are reported and individual 
identity is unknown. The response rate is 12.7 percent. 
Tables 1-4 summarize the profile of the 33 respondents by 
1) business, 
2) number of employees, 
3) annual turnover, and finally 
4) number of year being public quoted. 
When the companies are asked who is/are responsible 
for corporate dividend policy, almost all of the 33 
respondents * answers are made by members of the board of 
directors. A few respondents say that the board of 
directors will act on the recommendations of financial 
directors. Only four of the 33 firms have a stated policy 






DISTRIBUTION OF BUSINESS I N 3 3 RESPONDING COMPANIES 
Business Number of Companies Reporting Percent of Total 
Property/Construction 7 21.2 
Manufacturing 6 18.2 
Trading 5 15.2 
Retailing 4 12.1 
Public Utility 3 9.1 
Banking/Finance/Investment 2 6.1 
Transportation/Shipping/Airlines 2 6.1 
Hotel 2 6.1 
Textile and Garment 1 3.0 
Holding 1 3.0 
Total 33 100.0 
TABLE 2 
DISTRIBUTION OF EMPLOYEE NUMBER I N 3 3 RESPONDING 
COMPANIES 
Number of Employees Number of Companies Reporting Percent of Total 
Below 500 10 30.3 
500-999 3 9.1 
1,000-1,499 3 9.1 
1,500-1,999 2 6.1 
2,000 and over 15 45.5 
Total 33 100.0 
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TABLE 3 
DISTRIBUTION OF ANNUAL TURNOVER I N 3 3 RESPONDING 
COMPANIES 
Annual Turnover Number of Companies Reporting Percent of Total 
Less than 10 millions 1 3.0 
10 millions-99 millions 2 6.1 
100 millions-999 millions 11 33.3 
1,000 millions and more 18 54.5 
Not Applicable 1 3.0 
Total 33 100.0 
TABLE 4 
DISTRIBUTION OF NUMBER OF YEARS BEING PUBLIC QUOTED I N 3 3 
RESPONDING COMPANIES 
Number of years Number of Companies Reporting Percent of Total 
being Public Quoted 
Less than 5 years 7 21.2 
5-10 years 8 24.2 
More than 10 years 18 54.5 
Total 33 100.0 
4.1.2 Principal Considerations in Dividend Decisions 
Whether they are explicitly set forth in a policy 
statement or whether they exist only as informal 
yardsticks, there are number of considerations that 
influence the dividend decisions of the surveyed companies• 
boards of directors. These considerations, listed in the 
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order of frequency with which they are mentioned by the 
respondent, are listed in Table 5. 
TABLE 5 
PRINCIPAL CONSIDERATIONS I N DIVIDEND DECISIONS 
Number of Times Mentioned 
Earnings record and future prospects 27 
Continuity or regularity of dividend payments 18 
Cash flow, position and future needs 16 
Stability of rate per share 9 
Firm's value/market price of company stock 7 
Optimum use of retained earnings 5 
Table 5 illustrates that the most important 
considerations in dividend decisions are earnings record 
and future prospects, continuity or regularity of dividend 
payments, and cash flow, position and future needs. 
4.1.3 Other Influences on Dividend Decisions 
In addition to the foregoing principal considerations 
that have the greatest impact on corporate dividend 
decisions, there are several other constraints that, while 
infrequently cited by respondents can be a serious problem 
for some companies. For example, companies that have large 
amounts of long-term debt outstanding usually are 
confronted by provisions in the loan agreements or bond 
indentures that limit in some way the firms ‘ freedom of 
action in declaring and paying dividends to stockholders. 
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These provisions are demanded by the lenders as a 
protection against a downturn in the borrowing company‘s 
fortunes. One possible limitation is a provision that 
freezes the balance of the borrower * s retained earnings 
account at the time loan is made so that dividends can only 
be paid out of earnings subsequent to the date of the loan. 
Another common requirement is that certain minimum 
working capital standards be observed, which could limit 
the funds available to pay a dividend even though retained 
earnings might otherwise be sufficient. In fact, three 
respondents say that there are restrictions on dividend 
decisions in loan agreements and 8 out of 33 respondents 
the need to reduce debt is the other constraints for 
dividend policy. The second most frequent constraints that 
the firms mention is the need to make up a deficit. Only 
3 say that they will consider competitors丨 practices when 
making dividend decisions on common stock. Finally, none 
of the respondents consider the requirements of preferred 
stock for common stock dividend policy. 
» 
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Table 6 lists number of the constraints and then 
provides an indication of frequency that are mentioned by 
the respondents. 
TABLE 6 
OTHER INFLUENCES ON DIVIDEND DECISIONS 
Number of Times Mentioned 
Need to reduce debt 8 
Need to make up a deficit 6 
Restrictions in loan agreements 3 
Competing companies * practices 3 
Requirements of preferred stock 0 
The other important specific business/industry factors 
for dividend decisions are capital expenditure 
requirements, average dividend for the sector etc. 
4.1.4 Earnings 
In Table 5, it is obvious a company丨s earnings record, 
including its past and present performance as well as its 
future prospects, constitutes the consideration in dividend 
decisions that is the most frequently cited by the 
respondents. Over 80 percent of the respondents say that 
earnings record and future prospect is the principal 
consideration of the company. Of that 27 respondents, 22 
say that earnings record and future prospects are the most 
important considerations among the other principal 
considerations. 
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In this sub-section, I also try to find out while 
companies place heavy emphasis on earnings, do they also 
set a target percentage of net income they plan to 
distribute to their common stockholders. The result is 
that while 27 respondents considered earnings an important 
factor, only 11 out of these 27 respondents set a target 
pay-out ratio for cash distributions. The dividend pay-out 
target can be a specific dividend target (a fixed 
percentage), or a percentage range, but all of these 11 
respondents that have target pay-out define it as a 
percentage range. These dividend targets range from lower 
than 20% to 50%—59%. Most of the company-一 7 out of 11 一一 
fall into the 40%-49%. The distribution of the percentage 
ranges the 11 respondents aim to achieve is summarized in 
Table 7. 
TABLE 7 
DISTRIBUTION OF DIVIDEND PAYOUT TARGETS AS A PERCENTAGE 
OF EARNINGS IN 1 1 RESPONDING COMPANIES 
Percentage of Earnings Number of Companies Reporting Percent of Total 
Lower than 20% 2 18.2 
20%—29% 0 0.0 
30%_39% 1 9.1 
40%-49% 7 63.6 
50%—59% 1 9.1 
More than 60% 0 0.0 
Total 11 100.0 
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There might be some differences among the 
participating companies as to which several possible 
earnings figures has the significance for board of 
directors when they are considering a dividend action. 
When the companies are asked for the relative significance 
of 1) earnings for prior year, 2) earnings for the most 
recent half-year, and 3) projected earnings for varying 
periods in the future for considering a dividend action, 
the most significant earnings figures are earnings for 
recent half-year (54.5%), then followed by those for prior 
year (33.3%) and projected earnings for varying periods in 
the future (12.1%). Still six consider all three 
possibilities on the assumption that a trend will result 
therefrom. Table 8 summarizes the answers of the 33 
respondents regarding the relative significance of the 
three possible earnings figures. 
TABLE 8 
DISTRIBUTION OF RELATIVE SIGNIFICANCE OF POSSIBLE 
EARNINGS FIGURES IN 33 RESPONDING COMPANIES 
Possible Earnings Figures Number of Companies Reporting Percent of Total 
(1) 5 15.2 
(2) 10 30.3 
(3) 3 9.1 
(1),(3)* 5 15.2 
(3),(1) 1 3.0 
(2),(1) 1 3.0 
(2),(3) 2 6.1 
(2),(3),(1) 3 9.1 
(2),(1),(3) 1 3.0 
Total 33 100.0 
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(1) Earnings for prior year 
(2) Earnings for the most recent half-year 
(3) Projected earnings for varying periods in the 
future 
* The sequence is followed by relative significance. 
Despite the fact that the level of current and 
expected earnings appear very great in the dividend 
considerations, 19 of the 33 respondents say that they 
would seriously consider paying a cash dividend in excess 
of earnings if it seemed to be in the best interest of the 
company and its stockholders; 4 of this 19 companies has 
actually paid cash dividends in excess of earnings in the 
past five years. This result reveals that executives who 
see no strong objection to keeping up their usual cash 
dividend payout despite a drop in earnings stress that the 
earnings reduction should be result of temporary conditions 
only. A longer-term decline in the company‘s fortunes 
would, of course, require a corresponding reduction in 
dividend payments. 
4.1.5 Regularity of Payment 
When companies set a target pay-out, they might around 
the problem of fluctuating annual earnings and faced the 
dilemma of regularity of dividend payments or stability of 
rate per share. This means that they might cut or bypass 
f 
the payments if they stick to the pay-out ratio strictly. 
Question concerning whether the company has necessarily hit 
the dividend payout percentage target every year or they 
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has only met the target over a period of time (say to met 
the target for five years on average)• 
Because earnings fluctuate from one year to another, 
with only one exception, all 11 respondents emphasize that 
they do not necessarily expect to hit the dividend pay-out 
percentage targets every year. This is the case especially 
in companies whose boards of directors seek to maintain a 
stable or rising rate of dividends per share. What these 
companies do is to set a dividend payout rate that will 
come close to the desired percentage of earnings over a 
period of years ——not just in a single year. 
Maintaining a regular dependable record of dividend 
payments is an extremely important factor in dividend 
decision making for 18 responding companies with reference 
to Table 4 • Some companies even think that forgoing 
dividend payment will have an unfavourable effect on the 
price of stock. 
4.1.6 Availability of Cash 
The present cash position of the company, its cash 
flow, and particularly its future cash needs for investment 
purposes and for other major expenditures is very important 
for a dividend declaration; in fact, cash flow, position 
and future needs is the third important principal 
consideration according to Table 4• 
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Although dividends are paid out of the retained 
earnings, we all know that there must be sufficient cash 
for cash dividend payment. A large amount of accumulated 
earnings does not always mean that a corporation is able to 
pay dividends. There must also be enough cash in excess of 
routine requirements. In addition, cash might be needed 
for future investment purposes and for other major 
expenditures. It is particularly true for companies that 
are growing rapidly. Such experience often results heavy 
drains on cash resources so that there is difficulty in 
striking a fine balance between the internal cash 
requirement and the desire to pay dividends. Reflecting 
this dilemma, the sample are asked for their opinions 
concerning the relative importance of cash flow vs. net 
income in determining the amount of dividend declaration. 
Of the 33 respondents, ten believe the two are equally 
important； 15 consider cash flow less important； and the 
remaining eight feel that cash flow is more important than 
net income. 
Even cash flow and earnings are given equal weight by 
some companies, because there are uses other than dividends 
that are constantly competing for cash, the cash situation 
as well as the level of earnings should be assessed 
regularly. Those executives who feel that cash flow is 
less important than earnings may think that a dividend is 
supposed to be a distribution of profits and cash flow is 
not necessarily related to profitability. In addition, 
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they feel that stockholders can understand the relationship 
between dividends and earnings but they probably would not 
see the connection between dividends and cash flow. The 
eight minority of respondents who believe cash flow to be 
more important than income may think that where the cash 
situation is tight, it is simply more realistic to consider 
whether cash will be available to pay the dividend before 
considering whether the earnings are adequate. 
4.1.7 Stability of Rate and Dividend Growth 
Another important consideration in dividend decisions 
for many companies is the desire to maintain a stable rate, 
or amount per share of stock； nine respondents does place 
heavy emphasis on stability of rate. With only five 
exceptions, all respondents has not reduce their dividend 
rate during the past five years since majority (21 out of 
33) think that a small change in dividend payments is 
sensitive to the existing stock price. In addition, two-
third of the 33 respondents place a high value on dividend 
growth if earnings growth is sufficiently ensured. The 
reasons for dividend growth is mainly the increase of 
forecasted earnings and needs and expectations of 
stockholders. A few has also mentioned inflation and 
consistent increase in cash inflow; none is influenced by 
competitors‘ practices. The reasons for dividend growth is 
summarized in Table 9. 
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TABLE 9 
REASONS FOR DIVIDEND GROWTH 
Number of Times Mentioned 
Increasing earnings forecast 15 
Needs and expectations of stockholders 14 
Inflation 5 
Consistent increase in cash inflow 1 
Competing companies丨 practices 0 
4.1.8 Stockholders» Needs and Expectations 
The stockholder requirements cover a broad range of 
possible alternatives. At one end, some owners of closely 
held companies might prefer to forgo current dividend 
income so that all earnings can be plowed back into 
expanding their business. At other extreme are those 
stockholders, such as elderly retired persons, who need all 
the income they can get and who therefore favour generous 
and steady current dividend pay-outs. Then there are a 
great many stockholders whose needs fall somewhere between 
these extremes, namely capital stock and income stock. 
Hence, it is desirable for the corporation to optimize the 
current short-range cash dividend pay-out to the 
stockholders as well as to maximize the long-term return on 
stock appreciation. 
Companies are asked to comment on the relative 
importance of cash dividends and appreciation of stock in 
satisfying stockholders• needs； most of them (13 out of 33) 
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think that the two are equally important. 11 out of 33 
respondents feel that capital gains satisfy stockholders' 
need while nine think that cash dividends do. In Hong 
Kong, generally neither the dividend income nor capital 
gain is taxable; hence no income tax on the dividend and no 
gain in benefit of capital tax treatment on the profit 
realized from the sale of stock. Therefore, there should 
be indifference for the two alternatives. 
4•2 Stock Dividends and Stock Splits 
4.2.1 Reasons for Stock Dividends 
Only eight of the 33 responding firms have distributed 
stock dividends during the past five year. During the same 
period, only one made distributions described as stock 
splits. No firm executed "reverse" stock splits or bonus 
warrant with capital change. 
For those companies that declared stock dividends 
during the past year, conserving cash is the most 
frequently cited by the respondents for declaring dividends 
payable in shares of stock. In the short run, the stock 
dividends succeed in this goal of saving cash. However, if 
a stable cash dividend rate per share is maintained by 
companies, a stock dividend may constitute a future drain 
on cash because the more shares outstanding means the 
larger will be the dollar impact of future cash dividend 
declarations. On the other side, the stockholders can 
solve their cash problems by selling the shares they 
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receive as dividends, this alternative has the accompanying 
disadvantage of reducing the stockholders丨 proportionate 
equity in the company. Therefore, while the goal of 
retaining cash is attractive to company financial 
executives, it can work a hardship on those stockholders 
who rely on cash dividends for a portion of their incomes. 
Another reason for distributing stock dividends is to 
give something extra and above the regular cash dividend as 
an evidence of stockholders丨 participation in the success 
of the company and to give recognition to the fact that 
some retained earnings have been committed to the business. 
Finally, only one firm claims that the reason is to slow 
down increases in the market price of a share of stock that 
has become unduly high.' 
Occasional stock dividends might also help companies 
to stave o ff pressures from stockholders for higher rates 
of regular cash dividends. In addition, some companies 
might declare stock dividends when the amount of their 
retained earnings has grown disproportionately large in 
relatin to the capital contributed by the stockholders. 
However, no respodent claimed the above as the reason for 
stock dividend. 
'The findings of Josef Lakonishok and Baruch Lev [1987] 
suggest that stock splits are mainly aimed at restoring 
stock prices to a "normal range" while the clue to stock 
dividend distributions may lie in their perceived 
substitution for reltively low cash dividends. 
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The reasons for scrip/stock dividends are suitunarized in 
Table 10. 
TABLE 1 0 
REASONS FOR SCRIP/STOCK DIVIDENDS 
Number of Times Mentioned 
To conserve cash 11 
To give something extra and above the regular cash 
dividend as an evidence of stockholders• 
participation in the success of the company 2 
To give recognition to the fact that some retained 
earnings have been committed to the business 2 
To slow down increases in the market price of a 
share of stock that has become unduly high 1 
To stave the company off pressures from stockholders 
for higher rates of regular cash dividends 0 
To reduce the amount of the retained earning that 
has grown disproportionately large in relation to 
the capital contributed by the shareholders 0 
4.2.2 Reasons for Stock Splits 
Only one of the responding companies has executed 
stock splits during the past five years. The reasons for 
such option are to broaden the base of shareholders and to 
increase the trading activity in the stock. Actually these 
purposes are interrelated. Reducing the market price per 
share, as a result of a stock split, seems to increase to 
the trading activity in the stock. A broadened stockholder 
base apparently occurs after a stock split because some of 
the old stockholders elect to sell their newly minted 
shares to other investors who may not presently be owners 




the shares because of their increased market activity and 
the new price per share in a popular range. 
It is found that while cash dividend policy is a 
common phenomenon in Hong Kong, the others such as stock 
stocks dividends and stock splits are not common policies 
for the firms to adopt. Hence, the next section of 
dividend payment practices will only concentrate on cash 
dividend payment. The analysis based on the regression 
methods used by Lintner [1956], Brittain [1966], and Fama 
and Babiak [1968]• 
4•3 Cash Dividend Payment Practices 
4.3.1 A Preliminary Test on Dividends and Distributed 
Lags 
(2) D“ = a,. + Bi.Pit + + Mit 
Lintner,s Partial Adjustment Model, Equation (2) 
implies that the current dividend payment of the firm are 
a distributed lag function of current earnings. In 
addition, many other behavior model also assume the past 
earnings as independent variables. Before examining models 
that assume specific lag structures, here a preliminary 
test is undertaken to see whether the data lend any support 
to the notion of a lagged response. Table 11 provides 
distributions by sign of AD^ -^ , conditional on the signs of 
the per share profits changes (Panel 1) , AP.^  and AP.^ .^  
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(Panel 2), and AP.^, AP.^ .^ , and AP.^ .2 (Panel 3). The table 
is taken from pooled annual data on 66 firms for the 12 
years 1977-1988 
Table 11 seems to provide for a distributed lag 
relationship between profits and dividend changes. In 
Panel 1, when AP.^>0, there is 44.1% of the cases AD-^>0. In 
Panel 2 when both AP-^  and AP.^ .^  are positive, the proportion 
of positive dividend changes is 45.8%, while when AP.^  is 
positive but AP.^ .^  is negative, there are only 41.8% of the 
cases dividend increases. Finally, in Panel 3, when there 
are three consecutive increases in annual profits, there is 
47.2% of the cases where the current dividend per share is 
also increased. On the other hand, two successive profits 
increases preceded by a decreases resulted in an increased 
current dividend in only 43.3% of the cases. 
Similar statements apply to dividend and profits 
decrease. In Panel 1 when AP-^<0, there is 30.8% of the 
cases AD.^<0; and in Panel 2 when there is two successive 
profits decreases the percentage is 32.1 that is greater 
than the preceded case. While the distributed lag 
relationship between profits and dividend is very clear for 
the cases of profits and dividend increases, it is not so 
obvious for the cases of profits and dividend decreases. 
lOThe source of the data is from Hona Kong Economic 
Journal Monthly; dividend records are only available from 
1977 onwards. 66 sample firms are chosen for which the 
unbroken earning and dividend records are available in that 








































































































































































































































































































































































































































































































































































































































































































































































































































































































































































For example, in panel 3, when there is three consecutive 
decreases in profits, there is 31.8% of the cases dividend 
decrease, slightly lower than those of two consecutive 
decreases in profits. The above result can be justified 
that the firms are reluctant to cut the dividend rates ； the 
firms face the choice of maintaining the dividend rates in 
addition of dividends cut. Here we can see that the prefer 
to maintain the stable dividend rates when the earnings 
figures are unfavorable. The above argument can be 
supported when we focus on the column of AD.^=0 in Table 11. 
In Panel 1, when AP.^<0, there is 30.8% of cases that AD.^=0. 
The percentage increases to 34.9% and further increases to 
40.9% for two and three consecutive decreases in profits 
respectively. The opposite trend applies for the profits 
increases that the proportion of AD.^=0 will decrease with 
number of consecutive increases in profits. 
Further support for some sort of distributed lag 
dividend model is the evidence in Table 11 that the effects 
of a given change in profits on the dividend stream decline 
over time. For example, if two out of three of the profits 
changes (AP-^ , AP…” AP】、.2) are positive, the proportion of 
positive AD-^  for the sequence (++_) is higher than for the 
sequence (+-+) which in turn higher than for the sequence 
(-++)； the percentages are 43.3%, 39.8% and 38.6% 
respectively. Also if two out of three of the profits 
changes are negative, the proportion of negative AD-^  for 
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the sequence (--+) is higher than for the sequence (-+-) 
which in turn higher than the sequence (++-)• 
Finally, as a parenthetical comment. Table 11 provides 
some evidence that earnings changes, or at least their 
signs, are nearly independent. The last column of Panel 2 
and Panel 3 shows the expected percentages of different 
profits sequences under the assumption that successive 
changes in profits are independent, with the estimated 
probabilities of positive and negative changes given by 
observed relative probabilities P(+)=。•557 and P(-)=〇•443. 
The observed percentages of each sequence of earnings 
changes are shown in the second last column of the table. 
The differences between the actual and expected percentages 
are small. 
4.3.2 Initial Tests of Lintner‘s Model 
(4) * ADt = a + j^ iPt + Mt , t = 1979-1988 
* the subscript i is dropped since the data for 
individual firms is aggregated 
Here equation (4) is examined as a description of the 
dividend behavior of firms in aggregate basis. The sample 
includes listed companies and the data is obtained 
through the year 1977-1988. 
"only 90 firms that have been set up in 1977 or early 
are included in the sample; again the data is obtained in 
Hong Kong Economic Journal Monthly. 
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TABLE 12 
ESTIMATED REGRESSION COEFFICIENTS AND ADJUSTED 
COEFFICIENTS OF DETERMINATION FOR THE MODEL (4) and (5) 
Panel Panel Panel Panel Panel 
||_1 2 3 [4 |_5 
Constant a 0.021 0,019 0.023 0.021 
t(a) 2.36 2.09 2,55 2.31 
P^ ^ 0.214 0.217 0.213 0.230 0.230 
^ t(Bi) 23.73 24.45 23.68 25.24 25.15 
Dt_i -0.468 -0.457 -0.511 -0.351 -0.389 
t(fiy) -24.56 -24.73 -17.84 -13.84 -11.66 
-0.080 "0.079 
t(J^) -6.76 -6.68 
Dt_2 J ^ 0.052 0.044 
2.01 1.75 
Adjus- 0.434 0.431 0.436 0.461 0.462 
ted r2 
Panel 1 and Panel 2 of Table 12 summarizes the parameter 
estimates obtained when multiple regression was used to 
estimate the coefficients of Equation (3) with or without 
suppressing the constant term a. Here the profit P^ is 
defined as earning per share. In addition of the 
coefficient estimates, their "t" values and the coefficient 
of determination R^ are also shown in Table 12 • 
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From Panel 1 of Table 12, the Equation (3) is 
estimated to be 
(3) AD^ = 0.021 + 0.214Pt - 0.468D^.^ 
Lintner argued that a constant term is expected to be 
positive and should be included in the regression model to 
reflect the greater reluctance to reduce than to raise 
dividends which can be observed in the findings of the 
preliminary test. In Panel 1 of Table 12, the coefficient 
a for the aggregate data is indeed positive (a=0.021) 
though close to zero. When the constant is suppressed in 
Panel 2, the coefficient of adjusted R^ shifts to a smaller 
value, from 0.434 to 0.431. This result justifies 
Lintner‘s prediction that the constant term is positive. 
The results obtained in Panel 1 of Table 12 are also 
consistent with Lintner model in prediction of estimated 
coefficient of P^ and Both are found to be 
statistically significant with "t" values 23.73 and -24.56 
respectively. And the estimated coefficient of P^ is 
expected to be positive since dividend change increases 
with earnings. On the other hand the estimated coefficient 
of is expected to be negative as dividend change is 
partially adjusted with the lagged dividend. 
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4.3.3 Tests of the Lag Structure 
The underlying lag structure which (4) implies can be 
tested against a wide range of alternatives simply by 
comparing the results obtained when (4) is applied to data 
with those obtained from estimating equations involving 
additional lagged values of one or both of the earnings and 
dividend variables. Panel 3 to Panel 5 of Table 12 
summarize the results of estimates when model 
(4) ADt = a + 6iPt + 明-1 + W 2 + 〜 • 
t = 1979-1988 
was applied to the 90 firms in the sample. For Panel 3, 
only the lagged dividend D^ .g is added to Lintner‘s model 
(4) • For Panel 4, only the lagged profit P^ .^  is added while 
for Panel 5, both the lagged dividend D^ .g and lagged profit 
P, , are included in the model. 
Comparison of Panel 1 and Panel 3 in Table 12 
indicates that adding the lagged dividend D^ .2 does not 
improve upon the explanation of annual dividend changes 
provided by the Lintner model. The values of adjusted R^ 
for the two models are almost identical (0.434 and 0.436 
for Panel 1 and Panel 3 respectively)• 
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The negative conclusion respect to the role of Df2 is 
also supported by comparison of Panel 4 and Panel 5 in 
Table 12. Again adding D^ .2 to the equation leads no 
noticeable improvement in R^ (0.461 and 0.462 for Panel 4 
and Panel 5 respectively)• 
For the lagged profit variable P^ .^  the results are 
slightly more positive. Comparing Panel 1 with Panel 4 in 
Table 12, it is obvious that addition of the lagged profit 
term raises the R^ from 0.434 to 0.461, about a 6.2% 
improvement. However, the low "t" value for 〜(-6.76) 
compared with that of li, and (23.73 and -24.56 
respectively) seems to indicate that the lagged profits do 
not have significant explanatory power. 
In this section, number of other dividend models were 
tried. However, by the R^ criterion, none of these showed 
much improvement suggested by Lintner"s Partial Adjustment 
Model. The results are summarized in Table 12. 
In summary, one of the major results of this chapter 
is that cash distribution is the most important corporate 
cash dividend policy in Hong Kong. The principal 
considerations in cash dividend decisions are earining 
records (particularly the figures for the recent past five-
year) ,continuity or regularity of dividend payments and 
the cash position of the firms. Other policies such as 
stock dividends and stock splits are less common. For cash 
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dividend practices, changes of dividend payments depend 
primarily on current earnings and lagged dividend pay-out 




The purpose of the project is to identify the principal 
considerations of Corporate Dividend Policy for Hong Kong 
companies. The study is based on stocks listed on the Hong 
Kong Stock Exchange. The empirical analysis is restricted to 
90 firms which have maintained earning and dividend records 
since 1977• 
In the section 4.1.2 headed Principal Considerations in 
Dividend Decisions, earnings record and future prospects are 
found to be the most important determinant in dividend 
decisions. And earnings for the most recent half-year are the 
most significant earnings figures. The other important 
considerations for dividend payments are continuity or 
regularity of dividend payments, cash flow, position and 
future needs and stability of rate per share. 
Distributions of shares are not very common in Hong Kong 
as only eight of the 33 respondents have distributed stock 
dividend during the past five years. Stock split is even rare 
when compared with stock split; only one of the sample have 
utilised this option. The clue to stock dividend distribution 
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may be their perceived substitution for relatively low cash 
dividends which is suggested in Table 10. 
The preliminary test on dividends and distributed lags of 
current and past earnings proved that a given change in 
profits did have certain effects on the dividend payments 
though the effects of a given change in profits on the 
dividend stream decline over time. 
The empirical test of the Lintner‘s model for Hong Kong 
companies offered further support for earning figures as the 
dominant determinant of corporate dividend decisions. Tests 
of the lag structure indicate that the current earnings have 
more significant effect on dividend decisions than the past 
earning records. 
Regarding the Corporate Dividend Practice of Hong Kong 
companies, the results obtained from the questionnaire, 
regressions on the aggregate firm data and the prediction 
tests provide consistent evidence on dividend models for 
individual firms. The two variable Lintner model (4), 
including a constant term, D^ .^  and P^, perforins well relative 
to other models. Deleting the constant in general does not 
improve the result much； however, adding the lagged profits P^. 




THE CHINESE UNIVERSITY OF HONG KONG 
. MBA PROGRAMMES 
***** QUESTIONNAIRE ***** 
Survey on Corporate Dividend Policy 
Please read each question carefully and place a tick in the 
appropriate box. Some questions may require several choices 
which have to be ranked; for such questions, please use 1 for 
the top rank and 2,3,4 etc. for subsequent ranking. 
part a. Background Information 
1) What is the business of your company? 
I I Banking/Finance/Investment 
I I Trading 
I—I Transportation/Shipping/Airlines 
I I Textile and Garment 
I I Manufacturing 
• Hotel 
• Public Utility 
I I Property / Building 
I I Mass Media 
I I Retailing 
I I Other, please specify: 
2) How many employees are there in Hong Kong? 




I I 2,000 and over 
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3) What is the annual turnover of your company ？ 
1 I Less than 10 millions 
I I 10 millions-99 millions 
I I 100 inillions-999 millions 
I I 1,000 millions and more 
I I Not applicable 
4) How long has the company been public quoted ？ 
I I Less than 5 years 
I I 5-10 years 
I I More than 10 years 
5) Who is/are responsible for corporate dividend policy? 
part B. Corporate Dividend Policy Considerations and 
Constraints 
6) Is there a stated dividend policy on the common stock ？ 
• Yes 
• No 
7) What is/are the principle consideration(s) in dividend 
decisions on the common stock? (If more than 1 choice, 
please rank the choices according to their importance.) 
[I Earnings record and future prospects 
I I Optimum use of retained earnings 
I I Cash flow, position and future needs 
I—I Firm's value / market price of company stock 
I—i Continuity or regularity of dividend payments 
I I stability of rate per share 
8) Are the following constraints when making dividend 
decisions on common stock ？ 
I I Need to make up a deficit 
I I Need to reduce debt 
I I Restrictions in loan agreements 
I I Requirements of preferred stock 
I I Competing companies丨 practices 
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9) Is/are there any important specific business/industry 
factor(s) for dividend decisions ？ 
10) Does the company set a dividend payout target as a 
percentage of earning (net income) for distributing 




11) What is the dividend payout target as a percentage of 
earnings (i.e. dividends per share / earnings per share) 
• 






• More than 70% 
12) The dividend payout target is: 
\ I A specific dividend target, i.e. a fixed 
percentage 
I I A percentage range 
13) Has the company necessarily hit the dividend payout 
percentage targets every year ？ 
• Yes 
• No 
14) Has the company necessarily met the target ratio over a 




15) Among the several possible earnings figures, which has 
the greatest significance for considering a dividend 
action ？ (If more than 1 choice, please rank according to 
their significance.) 
I I Earnings for prior year 
I I Earnings for the most recent half-year 
I I Projected earnings for varying periods in the 
future 
16) Would the company seriously consider paying a cash 
dividend in excess of earnings if it seemed to be in the 
best interest of the company and the stockholders ？ (If 
no, please go to question 18.) 
• Yes 
• No 
17) Has the company actually paid cash dividends in excess of 
earnings in the 5 recent years ？ 
• Yes 
• No 
18) What is the relative importance of cash flow vs. net 
income in determining the amount of a dividend 
declaration ？ (If more than 1 choice, please rank the 
relative importance.) 
I I Cash flow 
I I Net income 
• Equally important 
19) How important does the maintenance of a stable rate of 
dividend payment (amount per share of stock) to be the 
company's corporate dividend policy? 
I I Very important 
I I Not very important 
• Important 
• Not unimportant 
• Unimportant 
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20) Has the company sought to provide for moderate growth in 
the dividend rate ？ ( If no, please go to Question 22.) 
• Yes 
n No 
21) What is/are the reason(s) for dividend growth ？ 
• Inflation 
I I Increasing earnings forecast 
I I Consistent increase in cash inflow 
I I Needs and expectations of stockholders 
I I Competitors丨 practices 
22) Which is likely to meet the needs and expectations of 
stockholders ？ (If more than 1 choice, please rank the 
relative importance.) 
I I Cash Dividends 
I I Appreciation in stock 
I I Equally important 
23) Has the dividend rate (amount per share of stock) been 
reduced in the 5 recent years ？ 
• Yes 
• No 
24) How sensitive is a small change in dividend payments (say 
a reduction in dividends by 10%) to the existing stock 
price ？ 
I I Very sensitive 
I I Not very sensitive 
I I Sensitive 
\ I Not very insensitive 
I I Very insensitive 
25) Did the company exercise the following options during the 
past 5 years ？ 
I I Scrip/stock dividends 
• Stock splits 
I I "Reverse" stock splits 
1 I Bonus warrants with capital change (stock 
splits) 
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26) For those companies that declared stock dividends during 
the past 5 years, the reason(s) is/are: 
I I To conserve cash 
I I To stave the company off pressures from 
stockholders for higher rates of regular cash 
dividends 
I I To give something extra and above the regular 
cash dividend as an evidence of stockholders‘ 
participation in the success of the company 
I I To give recognition to the fact that some 
retained earnings have been committed to the 
business 
I I To reduce the amount of the retained earning 
that has grown disproportionately large in 
relation to the capital contributed by the 
shareholders 
I I To slow down increases in the market price of 
a share of stock that has become unduly high 
27) For those companies that declared stock splits during the 
past 5 years, the reason(s) is/are: 
I I To reduce the market price of their shares so 
as to make attractive to potential investors 
I I To broaden the base of shareholders 
I I To increase the trading activity in the stock 
Note; 
a) Is it convenient for me to visit your company to study 
the dividend policy of your company ？ 
n Yes 
• No 
If yes, please write down the contact person and 
telephone no. 
b) I would be grateful if you can provide me an annual 
report of your company together with this questionnaire. 
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